As we argued in the Introduction, there is a battle of ideas concerning alternative frameworks. This chapter sets the stage by looking at some of the key challenges facing China at this point in its transition to a market economy.
This chapter is divided into nine sections. First, we discuss the objectives that China should be pursuing in the context of the multiple transitions in which it is engaged. Next, we look at one of the critical institutions, "the plan," which has served to guide China's development over the past fifty-five years. In the following sections, I discuss the critical "transitions"-from export-led growth to domesticled growth, to an innovative economy, toward an environmentally sustainable economy, to an urban society with livable cities. Finally, we discuss some of the broader institutional innovations that will be required.
OBJECTIVES AND VISION IN AN ECONOMY FACING MULTIPLE TRANSITIONS
China is in the process of making a transition toward a market economy-but all market economies are in transition. Western economies went through the transition from agriculture to manufacturing in the early to mid twentieth century, and then from manufacturing into a service economy and an information/innovation economy in the latter part of that century. In China these transitions are accelerated and occurring at the same time. It is moving simultaneously from an exportled economy to an economy more driven by domestic demand. The nature of China's growth in recent decades has placed a huge toll on the environment, and like many other countries around the world, it is embarking on a transition to an economy that is more sensitive to the environment and to the utilization of depletable natural resources.
There are a series of concurrent demographic transitions taking place, as the consequences of the one-child policy play out and as greater longevity leads to an increasingly aging population. 6 At the same time, there is transition from a largely rural population to a more urban population.
As China thinks about how to shape these transitions, it must have a vision of where it wants to go, a vision that may in fact change over time. As China realized in the beginning of its transition, the world is too complex to articulate a full path between where it is today and where it ultimately wants to be. 7 But unless it has a vision of where it wants to go (even if that vision is somewhat imprecise), and some awareness of the potential bumps in the road, it risks setting off in the wrong direction and winding up in a place where it would rather not be.
The vision of a future economy should be informed by a vision of society, one that sees success not only as an increase in GDP, but also in broader terms. Indeed, there is growing recognition that GDP provides a poor measure of societal well-being. It does not tell whether growth is sustainable or whether the fruits of the growth that does occur are being equitably shared. 8 For instance, there are countries-such as the US-where GDP is increasing, but so too is poverty; real median family annual income is actually declining, 9 so most individuals are worse These adverse developments in education and health are of concern in their own right; but they also can have far-reaching impacts on future growth. 15 As the 2006 World Bank World Development Report emphasizes, inequality is a concern in itself; 16 it affects the nature of our societies, including the nature of political processes-where those with wealth use that wealth, in one way or another, to perpetuate their favored position. As China moves to a market economy, almost surely the influences of such inegalitarian forces (e.g., corporate interests) will grow-a theme to which I will return later.
While most in China have benefited from its rapid growth, such an outcome is not inevitable. Even rapid growth may not lead to increases in living standards for most individuals in society. 17 To ensure that that is the case requires appropriate policies and institutions.
China should be concerned too about socioeconomic mobility. What matters is not just inequality at a moment in time, but also equality of opportunitywhether those at the bottom have a fair chance of making it to the middle or top. No society without such opportunities can be considered truly harmonious. Institutions and policies affect opportunity, especially those relating to access to health, education, and economic competitiveness. Some societies, such as those in Europe, have succeeded in markedly increasing equality of opportunity over the past fifty years, while in other societies, such as the United States, in spite of lip service paid to this ideal, changes in the economy and society have led to marked decreases in equality of opportunity.
One of the reasons that many developing countries have faced growing inequality, especially in the aftermath of the Great Recession, is a lack of jobs. It is necessary, of course, to continue rapid growth if China is to provide jobs for the burgeoning population, and if it is to have the resources required to meet vast social needs of its vast population. But other countries have shown that even rapid growth may not lead to a growth of jobs; there can only be job growth if output grows more rapidly than productivity.
The environment
China's rapid growth has also put enormous strains on the environment, and it is clear that such growth is not sustainable over the long run. The path that was being taken prior to the Eleventh Five-Year Plan was not consistent with its articulated social objectives of a harmonious society, and a new direction was needed. Often-quoted statistics bring home the magnitude of the concerns: while China's GDP accounted for only 4 percent of global GDP in 2004, its share of global energy usage was three times larger, and it consumed 28 percent of the world's rolled steel and 50 percent of its cement. The Eleventh Five-Year Plan set forth ambitious goals-for example, a 20 percent reduction in carbon dioxide emissions per unit of GDP from the 2005 level. In order to achieve this 20 percent target, Chinas spent over RMB 1 trillion in the same period, according to media reports, but the target has not really been met. 18 
Some implications
There are some direct implications of this analysis for China. It should look askance at GDP, focusing more on several other measures: (i) green net national product, taking into account the depletion of natural resources and the degradation of the environment (even if, say, environmental degradation is imperfectly measured, it is better to attempt to measure it than to ignore it-we know that "zero" is not an accurate number); (ii) median income, not mean; (iii) measures of inequality, such as the Gini coefficient; and (iv) social indicators, such as life expectancy and educational attainment, and the distribution of these variables.
In this arena, as in others, institutions matter: an independent statistical agency lends credence to statistics, giving confidence to both citizens and foreign and domestic investors that various economic statistics can be relied upon. One of the objectives of the National Bureau of Statistics should be the creation of broader metrics of well-being-of economic performance and social progress-such as those I have alluded to. of market economy but many. The Scandinavian form of market economy is different from that of America or much of the rest of Europe. It has a high level of social protection, a high level of taxation, a high level of social services, a large government role in helping workers move from one job to another. And, to go back to the broader measures of success to which I referred, it is the most successful version of the market economy. The region's performance on many of the United Nations Development Program's Human Development Index is better than that of the United States. 20 Even in the area of narrow economic performance, while Norway's GDP per capita annual growth rate over the period has been robust (2.6 percent; 21 for the United States in the same period it was 1.9 percent), poverty is low and those in the middle are doing well.
Also, the particular form of market economy in a specific country changes over time as circumstances evolve. The post-World War II social democracies of Europe are markedly different from their nineteenth-century antecedents. The economic system envisaged by the Roosevelt administration's New Deal, which helped to get the country out of the Great Depression, was markedly different from that of a decade earlier. The debate about the appropriate economic role of government remains heated both in the United States and Europe-there is no consensus. (Later, we shall discuss the role that economic science, as well as ideology and interests, play in this debate.)
There are other metrics of societal development for which the particular form of the market economy matters, as evidenced by the many other dimensions in which the Scandinavian region also excels: greater transparency of government, better protection of individual rights, and a much, much smaller fraction of its population in prison (this is an area in which, unfortunately, the United States does increasingly differ from other advanced industrial countries, with a prison population rate many times higher-about ten times higher than Scandinavia 22 ). For many years now, China has emphasized the creation of a "harmonious society," which reflects an emphasis on "balance," such that: (i) disparities be limited between urban and rural areas, between the advanced and less advanced regions, between the rich and poor within any region; (ii) there be a balance between the government and the other parts of the society; and (iii) there be a balance among the sectors of the economy. There needs to be harmony too between "man and nature": the environment has to be treated with respect. And today's growth cannot come at the expense of future growth; growth has to be sustainable. There has to be harmony between today's generation and future generations.
Such a balancing act is necessary both for social and political stability and for economic progress, as I have defined it broadly above. I should add three points:
Balance between the state and the market First, modern economic theory has emphasized the need for a balanced approach, as we have come to understand the limitations of the market. Too often, Adam Smith's invisible hand, which is supposed to result in individuals' and firms' drive for profits leading to overall societal well-being, is invisible because it's not there: in general, when information and competition are imperfect and markets are incomplete-that is, always-markets are not (Pareto)-efficient. Government can play an important role. Often some combination of ideology and special interests get in the way of recognizing the policy implications of the case for an appropriate balance between the state and markets. But as we look across societies, problems arise as often from too little government as from too much government; frequently, though, the problem is that government does less of what it should do and more of what it should not do. Even if the problem in the past in China has been that government took too active a role in the economy, one must still guard against the danger that in order to compensate, the government will undertake too small a role.
Beyond the state and the market Second, today, we are increasingly recognizing a tripartite division, among government, the profit-oriented private sector, and civil society, which includes cooperatives, the not-for-profit sector (universities, hospitals), and NGOs. Even in America, traditionally thought of as a quintessentially "capitalist" economy, cooperatives play a vital role, even in business. They are particularly important in the rural/agricultural sector-for instance, the most important producers of products as diverse as butter and raisins are cooperatives. In education, while the for-profit firms have been marked by fraud and scandal, and a few of our top universities are in the public sector, most of the world-class universities lie in the not-for-profit sector.
Countervailing forces
Third, maintaining this balance will not be easy. There are strong underlying forces that are leading to increases in inequality. Some of these are related to the normal functioning of the ordinary laws of supply and demand working their way through the competitive market place. Globalization and technology have worked together to increase the demand for certain types of skills that are in short supply, and wages of individuals with those skills naturally increase in response. Standard economic theory had predicted that globalization would bring with it an increase in inequality in the advanced developed countries, but a decrease in inequality in the developing world, as wages of unskilled workers got bid up. In practice, however, globalization has been accompanied by an increase in inequality in both developed and less developed countries. This is probably partly because the very poor-subsistence workers-are being left behind; but it is partly because globalization has been asymmetric, with liberalization of capital increasing at a pace faster than liberalization of labor, leading to unbalanced changes in bargaining positions. A related asymmetry that has also contributed to increasing inequality within developing countries is that the liberalization of trade in goods and services has favored those items in which the rich countries have an advantage as compared to the labor-intensive goods and services that would benefit the poorer countries; and in spite of all the free-market rhetoric, the advanced industrial countries continue with huge subsidies to agriculture, which lowers the incomes of those in the rural sector, who typically (as in China) have incomes far less than those in the urban sector.
More generally, there are strong reasons to believe that the extremes of inequality observed in some of the advanced industrial countries-an inequality that has grown markedly in the past fifteen years-have little to do with the normal workings of an idealized competitive market place, but in fact reflect a set of market failures, exemplified by the abuses so evident in the financial scandals that have marked some of the advanced industrial countries over the past two decades, 23 as well as public policies, including regressive tax and expenditure policies with tax cuts or bailouts for the rich being paid for in substantial measure by a rollback of the social safety net. Other government policies (such as inadequate enforcement of antitrust laws, poorly designed bankruptcy and corporate governance laws, and poorly designed and implemented privatization programs) have also contributed greatly to inequality. It is important that, as China moves to its form of a market economy, it guards itself against this possibility-which would result in a less efficient economy and a less harmonious society.
The challenges facing China
Institutions have to be designed not for the world of the past, or even of today, but to help China help create the kind of economy and society that it strives to achieve. Maintaining a balance between the public and private sectors, ensuring that the fruits of growth are equitably shared, and preserving the environment are three of the major challenges facing China going ahead, but they are not the only ones.
The structure of China's economy worked well-even as it changed repeatedly-in managing the transition over the past thirty years. China has gone a long way, but the structure that has worked in the past may not work well in the future. In particular, as we explain further, China will have to move away from its reliance on manufacturing to a more balanced economy, in which services will play a more important role; it will have to move away from an export-led growth model to one that is more focused on domestic demand. Sustaining the growth rate of the previous decade into the next will be difficult, if not impossible. China will have to find other engines of growth and adjust to a lower rate of growth.
For instance, in the past decade, exports grew at 23 percent per annum, property development at 20 percent per annum, and the labor force at 1.4 percent per annum. In the next decade, exports are expected to grow at 12 percent, realestate construction at 10 percent, and the labor force at close to zero.
The move away from export-led growth will mean that the share of exports and private investment in GDP is likely to decrease. What will fill the hole? If China follows the profligate consumption patterns of some Western countries, the future of the entire planet will be in jeopardy. China must focus on improving quality of life: there are huge demands for services, such as health and education. These are not resource-intensive, but in most countries, these types of services are provided (i.e., financed) by the government, and for good reason: these are sectors that are rife with market failures-America's private health care system delivers lower quality care at higher costs than any of the European systems. And the provision of health care is extraordinarily inequitable, with standards of care among the poor at levels below those of some developing countries. China cannot afford to go down that route. But public provision will require public funds, so China may have to look for new sources of tax revenue. Maintaining increases in standards of living will require productivity increases-China will have to move toward an innovation economy, which we will describe further.
As China's population continues its urban-oriented migration, ensuring that the cities are livable will be increasingly important and increasingly difficult. This too will require significant government intervention, both in zoning and in the provision of infrastructure. Even as old-fashioned planning has gotten a bad name, cities that have tried to grow without planning have been a disaster.
Running any modern, complex economy requires a vast array of institutions: laws regulating property rights (including intellectual property), protecting the environment, governing the behavior of corporations, institutions for research and learning, town-planning boards. Some of the institutions and arrangements that worked well for China in the past may not be well suited for the future. The rest of this paper sketches some of the key transitions and transformations for China going forward and the institutional reforms that may help China achieve the dynamic harmonious society for which it strives. PLANNING China's development has been guided by a series of five-year plans. (As this book went to press, the Twelfth Five-Year plan had just begun to be implemented.) In the past, planning entailed specifying not only macroeconomic objectives, but sectoral allocations that would "add up" to ensure the fulfillment of those objectives. With its Eleventh Five-Year Plan, unveiled in March 2005, China changed the nature of what is meant by planning. The Eleventh Five-Year Plan was not a plan, as the term was understood in the days of central planning; rather, it recognized that, as China moves to a market economy, a plan should not center around material balances or instructions regarding how much of each commodity should be produced. Instead, it concerns a vision of the evolving nature of the economy and of the role of government; it indicates the priorities for both public expenditures and institutional and policy development; and it provides a framework for coordinating economic activities.
There should be another change in planning as the country moves into its Twelfth Five-Year Plan. In the past, following the traditional planning model, the government has set goals-e.g., for inflation or growth-and many throughout the government have felt strong pressure to meet them. Sometimes, this may have meant fudging the data; but at other times, it has meant pushing hard on the accelerator or brake when there is a risk that the target won't be met. Realism requires that, as the country moves away from a controlled economy, the levers by which government manipulates the economy become more restricted; and in an open market economy, there is inevitably a high level of uncertainty. The government should be setting goals in terms of ranges, and as part of the planning process, make provisions in the event of significant shortfalls.
As China continues its move to a market economy, government will still play a number of important roles. One, the subject of this book, is providing the basic "rules of the game"-the institutional infrastructure underlying the private sector, the laws governing property rights, bankruptcy, corporate governance; the regulations affecting the environment-food and workplace safety, working conditions, and the financial sector; and the tax laws that provide incentives or disincentives for various kinds of activities. But government will continue to play a more direct role in a number of areas, including social protection, education, promoting technology, and the provision of infrastructure. Governments might prefer to avoid difficult choices on how to spend money or what rules (laws, regulations) to adopt, but they cannot. Deciding not to investment in technology or railroads is, after all, a decision. The choices the government makes in these arenas shape the entire economy and society. A decision not to invest in public transportation will lead to an economy more dependent on the automobile, with a host of attendant consequences. That is why it is so important that such decisions be guided by a vision of the society and economy that a country is striving to create, as well as a broad perspective on how the various pieces interact.
A distinctive aspect of the plan has been its comprehensiveness. One of the development lessons to emerge in the late 1990s was that successful strategies are comprehensive. Some complained that a comprehensive strategy lacks focus. But the experiences of earlier development efforts were telling: without a comprehensive vision, one risked failures, for instance, as policymakers improved price incentives for agricultural output without paying attention to the supply of inputs or credit or marketing and physical infrastructure; as they opened up new trade opportunities without the infrastructure or finance to take advantage of these new opportunities; or as they privatized rapidly without attention to the regulatory mechanisms required to prevent exploitation of market power.
A comprehensive approach is important for another reason: the pieces of an economy fit together like interlocking parts. One typically can't replace one part without causing impacts on the others. There was an "old model" of economic growth, largely supply-driven, in which firms reinvested large retained earnings. This created rapid increases in capacity and expansion of employment, and the gap between supply and demand was made up by exports. But, for reasons explained below, this model will be changing in coming years, necessitating many changes in the economic framework. One can't, for instance, just change the exchange rate adjustment mechanism.
The process by which the plan is formulated has also changed over the years, reflecting changes in the economy. Recent plans are not just top-down documents, but are arrived at after extensive consultation.
China's success over the past thirty years, since it began its transition to a market economy, has been based in no small measure on the adaptability of its strategies and policies. As each set of problems was solved, new problems presented themselves, for which new policies and strategies had to be devised. It has also been based on social innovation. Because the problems confronting China were different from those that confronted other countries, new solutions had to be found. 24 And it recognized that it could not simply transfer economic institutions (even when they had worked well in other countries); at the very least, they had to be adapted. Not only did the circumstances and history of China differ, but so, to a large extent, did its objectives. These were among the reasons that China talked of a market economy with Chinese characteristics.
Even successful Chinese institutions have to be modified and adapted as times change. The Township and Village Enterprises (TVEs), itself a social innovation so central to the successes of the 1980s and early 1990s, could not meet all the challenges that China faced as it became an increasingly important player in the global economy.
The next three sections describe China's transition away from export-led growth, toward an innovation economy and environmental sustainability. The following section focuses more narrowly on the institutional reforms that will be required.
THE TRANSITION AWAY FROM EXPORT-LED GROWTH
China's success, like that of most other East Asian countries, was based on exportled growth. By the middle of the first decade of the twenty-first century, it was clear that China needed to move away from this model, to one more based on domestic consumption and investment. (Of course, exports will continue to play an important role. The question is a rebalancing of its growth model.)
Globally, its exporting successes were not well received elsewhere by many who saw their jobs being threatened. It was one thing to talk about the virtues of competition and the market, it was quite another thing for those countries to lose in the market game; and in many quarters, shrill protectionist sentiments began to be expressed. The excess of exports over imports helped stimulate China's economy, but had exactly the opposite effect on others.
The trade surplus allowed China to accumulate large amounts of reserves, which could help protect China against the volatility of the global marketplace. Other countries had learned the hard way (in the East Asia crisis) the risks of not having sufficient reserves, and China did not want to follow suit. Still, when China began discussing a move away from export-led growth, it had already accumulated more than two trillion dollars in reserves, more than ample to meet any crisis. (As this book goes to press, reserves are around $3 trillion.)
Why export-oriented growth?
It is natural to ask why export-led growth worked for China and for so many of the other East Asian countries. Will the move away from export-led growth adversely affect its overall growth? Are there other ways to meet the needs it satisfied? Export-led growth was important for three reasons. First, it provided the basis of innovation. What separates developing and developed countries is not just a gap in resources, but also a gap in knowledge. As Greenwald and Stiglitz 25 point out, for a variety of reasons, the larger the size of the industrial sector, the more transmission of knowledge is enhanced. The skills learned in that sector then gradually spread to the rest of the economy. Moreover, some of the institutional development required for a successful industrial sector, e.g., of financial markets and education systems, are of enormous benefit to other sectors. Second, there is intense competition in exports, and competition spurs efficiency and innovation. Success requires meeting international standards, again a benefit that eventually extends throughout the economy.
Third, in the early stages of development, the capacity to produce may outstrip the capacity to consume, or more accurately, the expansion of the demand for the particular goods that are being produced. While there may be latent demands by many households and firms, these are translated into effective demands only if households and firms can get access to credit. But in the earlier stages of development, financial institutions (and the underlying legal infrastructure) that can discriminate between those who are creditworthy and those who are not, as well as enforcing credit contracts, have often not developed. 26 It is easier to lend abroad to finance foreigners' consumption than to lend at home. (More accurately, China has lent money to governments, which it assumed represented low risk of default. Even in more developed countries, the financial markets' record in judging creditworthiness is not particularly stellar.)
Indeed, in recent years, China can be viewed as having been engaged in vendor finance: it has lent much of the money that has enabled those elsewhere to buy its goods. But there is something peculiar about China helping the richest country in the world to live beyond its means, 27 especially when there are so many pressing needs at home.
Why China today can move away from export-led growth
Today, the functions that export-led growth has served can be accomplished in other ways. China is establishing a broad innovation system (see below); it has "learned how to learn"; it does not need to rely on exports for learning. China has created vibrant internal competition, e.g., among TVEs and other establishments. To be sure, there is a need for strong competition laws to ensure that domestic competition remains strong, and China should be wary of those arguing for the establishment of large "national champions," at least when their establishment threatens domestic competition. 28 Finally, China has made great strides in creating a strong domestic financial system. It would be easy, at this stage, to expand domestic credit, especially for housing and collateralized debt.
29 (Of course, it is imperative, if this is done, that the investment projects be carefully chosen, that the funds for purchases of housing or consumer durables are provided at levels commensurate with individuals' ability to repay, that there is a legal framework and a credit culture that ensure that lent money is repaid, and that China not follow the United States in allowing predatory lending and abusive credit card practices. 31 Consumption has increased significantly, according to at least some data sources, at a pace faster than GDP, 32 though from a low base (with the share of consumption in GDP half that of the US).
33 Expanding consumption would not only help China move away from its dependence on exports, it would also contribute to rising living standards-the objective of development. (As we will discuss further, it will be imperative for the pattern of consumption to be markedly different from that in, say, the US, or the planet cannot survive.)
The question is, why has China had "excessive" savings? There are five hypotheses and each plays a role, though some may be more important than others. And each suggests a set of actions that are likely to increase consumption.
(i) The first is growing inequality. With (marginal) consumption propensities among the rich typically lower than among the poor, an increase in inequality will result in a lower ratio of consumption to GDP. Policies that reduce the degree of inequality would, accordingly, be expected to increase consumption.
(ii) The second is capital market imperfections, especially those facing smalland medium-sized enterprises (SMEs). In the absence of access to funds, those who aspire to be small-business holders-or those already in small businesses-must save at a very high rate to have the funds they need to expand. Hence, improving access to credit would help lower the overall savings rate. Because large banks prefer lending to large businesses, encouraging small regional and community banks may enhance SME access to credit, as would an explicit government program focused on SME lending. In the United States, there is a government program through the Small Business Administration that encourages lending to small businesses by absorbing of some of the risk. There are significant consequences of the lack of available credit. It may have contributed to low growth, suggested by some data, in the number of small businesses in urban areas. This is of particular concern because small businesses are normally associated with job growth and are especially important in providing opportunities for those who, in the past, had none. Many contend that small businesses are the heart of a dynamic economy-while large businesses bring products to market, they depend on a host of small businesses for the real innovations.
(iii) A major barrier to increasing consumption-one that has received extensive discussion-is the lack of an effective social safety net, a strong public health system, 34 an effective social security system, and good publicly provided education. Combined with inadequate private insurance, the lack of social insurance induces a high level of what is called "precautionary" savings. Parents who have to pay for the education of their children also save for these "targeted" needs. Both depress consumption. Social reforms would thus yield a double benefit, reducing China's dependence on exports (and the vagaries of international markets) as they improve standards of living.
(iv) China's one-child policy has been associated with large gender imbalances. Competition for spouses results in an "arms race"-young males accumulate wealth to make themselves more attractive. Loosening the policy and enforcing policies that reduce gender imbalances may help mitigate this problem.
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(v) But household savings rates in China are only slightly higher than those of other Asian economies. What is distinctive about China is the low ratio of household income to GDP. 36 Part of the reason for this is the high level of retained earnings, which constitutes part of China's distinctive economic model: the retained earnings are invested to create more jobs and increase supply, but without necessarily a concomitant increase in demand. Globalization makes this possible: international markets absorb the gap between supply and demand. But, as we have suggested, this model is not sustainable.
(vi) The final reason for a high ratio of savings to GDP 37 is the high current account surplus, reflected in the large additions to reserves, and to which the strong fiscal position of the government (in contrast to that elsewhere in the world) contributes. In 2009, the current account surplus amounted to 4.2 percent of GDP. China's fiscal revenue as a percentage of GDP has gone up tremendously from 9.2 percent in 2005 to 19.9 percent in 2009. And during the same period, China's foreign reserves as a percentage of GDP went up from 15.9 percent in 2005 to 46.6 percent in 2009. As we noted before, China has accumulated enough reserves to meet any plausible marketplace variability. Given the high social needs for health and education-and its high private savings rate-China could well afford to have a modest fiscal deficit.
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Each of the reasons for low consumption has an associated policy response, many of them of an institutional nature, which we discuss further.
Stimulating investment
Less reliance on exports could, of course, be achieved by expanded investment; but with China's investment rate as high as it is, the issue is not so much the level of investment but its allocation. The worry is that there are a perverse set of incentives at play-with local communities rushing to encourage investment, both to generate jobs and revenues for themselves. Especially in real estate, there is a concern that short-sighted investors are focusing on short-term capital gains rather than long-term returns.
There is a worry too that the high level of retained earnings referred to earlier is part of a system, a supply-side-driven model, rather than a demand-side model: firms invest the retained earnings to create jobs for the millions entering the urban labor force. The result is that there may be excessive investment in some sectors, with small margins, which, in turn, can contribute to risk and fragility.
Still, China has some major investment opportunities going forward. Indeed, it will have to make large investments to facilitate the large transitions described earlier. It must retrofit its economy to reflect the realities of global warming and, more generally, to create a more environmentally sensitive economy. It has to construct housing and new cities to accommodate the millions who will be moving to cities from rural areas. It has to make large investments in the service sector to meet the rising consumption demands of China's increasingly well-off population. If domestic consumption is increased-both by increasing the share of household income in GDP and by decreasing household savings ratesdomestic investment will simultaneously increase. Why China should move away from export-led growth While China has been discussing moving away from export-led growth for years, progress has been slow. The issue, though, is becoming imperative. With many of the advanced industrial countries facing the possibility of an extended period of slow growth, it will be difficult for China to maintain the rapid pace of export-led growth that has been an important driver for the economy. Moreover, China needs to have stable growth, and some export markets are highly variable. And even if China's export markets were growing more rapidly (and more stably), in many areas, they are reaching saturation: China's growth was rapid as it displaced other vendors. Now that they have been largely displaced, growth is limited to growth in the export markets themselves. Growth through increasing market share from others will be limited.
China will, in addition, be under severe political pressure to reduce its trade imbalances, particularly through letting its exchange rate increase. This will especially be the case if unemployment in the West remains high: monetary policy has reached the limits of its effectiveness, and expansionary fiscal policy looks increasingly politically constrained. That means that attention will center on protectionist policies. To many, China's rapid growth will be seen as occurring at their expense.
It should be clear to China that exchange rate appreciation is unlikely to adequately address the problem of global imbalances. Trade deficits represent macroeconomic imbalances, an excess of domestic investment over domestic savings. America's huge trade deficit today largely reflects its paltry savings (before the Great Recession, its household savings were negative) and its huge fiscal deficit. Nothing that China does, at least with respect to its exchange rate, will affect in a significant way America's national savings or investment; hence, nothing that it does will affect its trade deficit. When China allowed its exchange rate to appreciate by some 25 percent between 2005 and 2009, the trade surplus actually increased, and America's multilateral trade deficit was little affected. (Standard economic theory explains why, at least in the short run, this can be expected, as America has to pay more, in dollars, for the goods it imports. The real beneficiary of exchange rate appreciation may be other developing countries. America is not likely to start producing its own apparel and textiles; rather, it will simply shift its purchases to other countries. 39 ) As unjustified as claims that China is engaged in unfair trade policies may be, the realpolitik, however, is that China will continue to come under pressure, 40 and it would be wise to rely more strongly on domestic demand.
China must, of course, be sensitive to the risks associated with exchange rate appreciation. An increase in the exchange rate would still have an adverse effect on the rural sector, potentially increasing rural-urban income disparities. If China appreciates the currency, and subsidizes its farmers-in effect, countervailing the subsidies provided by the US and the EU-it would take away scarce money needed for other developmental objectives, including investments in education and health.
While the world economy remains weak, there can also be adverse effects on the manufacturing export sector. Many firms have small margins, which can sustain them so long as there is strong demand. If many firms were to be forced into bankruptcy, it would increase unemployment and slow China's growth-which would not be good for global recovery.
In effect, China is already embarking on a "real" appreciation as wages rise, putting upward pressure on prices. More important than adjusting exchange rates are the broader strategies discussed earlier in this section, to increase consumption and domestic investment. Whether China engages in a real or nominal exchange rate, it should not expect global imbalances to disappear nor political pressures to be much diminished, at least so long as unemployment in the West remains high.
But there are other reasons for China to adjust its exchange rate. First, slow, gradual adjustments are far better than large episodic adjustments. Second, the current exchange rate may impede the transition of China's economy to its next stage of development. It enables the continuation of the current supply-side model of development, which is not sustainable over the long run. A higher exchange rate would facilitate the transformation of China's economy. It would, of course, be easier for China to adjust its exchange rate if Western countries expanded their economies; exchange rate adjustments can be more easily undertaken in the context of faster growth.
Moreover, while in earlier stages of China's development, it could manage financial and capital markets so that it could intervene in the exchange rate without worrying unduly about inflationary pressures or circumvention of exchange controls (as speculative capital markets attempted to take advantage of expected appreciation), this may be increasingly difficult. Still, China needs to be aware that much of the rhetoric in the West about "market-determined exchange rates" is, at best, somewhat naïve. Even in countries where there is no direct intervention in the exchange rate, the exchange rate is affected by a host of government policies, such as interest rates and tax rates. Were, for instance, China to simultaneously tax short-term capital gains, especially those arising from exchange rate changes, impose taxes on property, lower interest rates, impose a high withholding tax on returns, and allow pension funds to invest more abroad, the "market-determined" exchange rate might even be lower than the current level.
Direct intervention to stabilize the exchange rate may be necessary, but the government should consider carefully how the exchange rate is affected by these other interventions.
Alternative measures for moving away from exports
There is a need, for instance, for measures that will correct trade imbalances without simultaneously increasing rural-urban differentials. One such measure is an export tax or reduced export rebates, 41 which have the further advantage of providing additional revenues that could be directed at other social objectives.
Many of China's exports are energy-intensive, with societal costs that go well beyond the costs borne by firms. Raising the price of energy (and imposing a carbon tax and other environmental taxes, to be discussed at greater length) would help adjust the structure of the economy-including helping China move away from exports-and again provide additional revenues that could be directed at other social objectives.
Institutional reforms
Exchange-rate adjustments and export and environmental taxes are only three of a number of instruments for moving China away from its excessive dependence on exports. Earlier in this chapter, we identified several other growthenhancing strategies that would support such a transformation. Most of these require institutional developments. The three most important categories of macroeconomic changes are: (i) lowering household savings rates; (ii) increasing the share of household income in GDP; and (iii) increasing domestic investment.
The household savings rate would be reduced if the government created: (i) better institutions for social protection, including for health and retirement; (ii) better public educational institutions; and (iii) better financial institutions, including better insurance (reducing the need for precautionary savings) and access to credit for small and medium-sized enterprises. As credit becomes more available, new regulatory institutions will need to be created to prevent the kinds of abuses rampant in advanced industrial countries.
The share of household income in GDP could be increased by creating new legal frameworks for corporations that would result in the distribution of more dividends and stronger worker organizations that could better bargain collectively for higher wages. Better systems of corporate income taxation would appropriate for the government more corporate profits without significant adverse effects on entrepreneurship. Some corporate profits are really resource rents-returns on land or other natural resources that were appropriated by corporations in an imperfect process of privatization. Those resource rents now need to be expropriated by the government. (Because, by definition, the supply of such resources is inelastic, there are no supply effects of appropriately designed taxes on resource rents.) Domestic investment would be increased (and the need for household savings reduced) by institutional arrangements, such as community-based banks and government lending programs, providing better access to credit for small and medium-sized enterprises.
Much of the domestic investment in coming years will necessarily come from the public sector. If there is to be equality of opportunity, government will have to play a major role in education. If all individuals are to have access to health care, government will have to play a major role in that sector, as well. And government also will have to play a major role in managing the continuing urban transition. If China is to improve the living standards of its people, it will be absolutely essential that it creates livable cities, which will require a host of new institutions, from zoning and local planning boards to metropolitan transportation authorities.
THE TRANSITION TOWARD AN INNOVATION ECONOMY
China has recognized that what separates less developed from more developed countries is not only a gap in resources but also a gap in knowledge, and has laid out ambitious plans for reducing that gap and creating a basis for independent innovation. This will be especially important going forward. In the past, growth has been spurred by high rates of capital accumulation. If the reforms suggested in the previous section occur, then savings will diminish and another basis for growth will have to be found. Growth can only be sustained by increasing the pace of total-factor productivity increases. There is another change: in the past, efforts were directed at closing the gap in knowledge by obtaining knowledge from others; going forward, the focus increasingly will be on moving the frontier outward. Around the world, emerging countries have shown that they can be at the technological frontier.
Innovation is endogenous, the result of the allocation of resources to R & D and conscious policies attempting to learn how to produce "at the frontier" (best practices, as it is sometimes put). 42 But resources devoted to research and learning are, like all resources, scarce. Unfortunately, Western firms have directed too much of their research at reducing the input of labor and too little at reducing environmental impacts.
Thus, China needs to create an innovation system that both increases the allocation of resources to innovation and ensures that research is directed in socially productive ways. At the center of a new innovation system is the creation of institutions and legal frameworks. A country's innovation system consists of several parts: (i) a strong educational system, beginning with science and technology training at the elementary and secondary levels, but culminating in strong universities with world-class graduate programs; (ii) strong support for basic research, conducted within research universities and independent research institutes; (iii) policies, programs, and institutions that facilitate knowledge development and transfer within the corporate sector, including a balanced intellectual property regime and financial institutions (such as venture capital firms) that help finance innovation; and (iv) policies designed to reduce the risks of innovation or the consequences of failure. 43 Success entails strength in all of these areas, as well as close ties among them.
Government will have to play a large role and one of the key questions is what that role should entail. It should be obvious, for instance, that government will have to finance basic research and provide support for research universities. Even in the United States, widely viewed as having the best research universities in the world, none of these universities is a conventional private, for-profit institution. All are supported either by government or by foundations and endowments. China's attempt to create first-class universities and research institutes is an important component in its efforts to create an innovative economy.
The problem with relying on markets is that the social returns on innovation differ from the private returns, both because of distortions in markets and because the private returns on obtaining a patent differ markedly from the social returns.
In the paragraphs below, I describe both the problems of creating a socially productive innovation system and some of the "solutions."
Excessive incentives for labor-saving innovations
High wages in the West mean that there is a high return on reducing labor input. Even in countries where the unemployment rate is high, there are large investments in labor-saving technologies, exacerbating the unemployment problem. If productivity increases at 5 percent a year, output also has to increase at 5 percent a year for employment to remain constant.
For the owners of the firms in the industrial sector, there is another benefit of increasing unemployment: higher unemployment rates serves to depress wages, lowering the cost of production further. For a "harmonious society," however, jobs have to be created to match new entrants into the labor force. In the case of China, the pace of urban job creation needs to be even greater, as labor migrates from the rural to the urban sector. Higher wages are not a bad thing: the purpose of development is to increase the well-being of workers.
Insufficient incentives for resource-saving innovation
By the same token, because American firms do not pay anything for carbon emissions-regardless of the cost imposed on the global economy-they have no incentive to look for innovations that will curb emissions. Making firms pay the full marginal social costs of their activities-the cost, say, of carbon emissions-would enhance incentives for pollution-reducing innovation.
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Fundamental problems in designing an innovation system in a market economy
The problem with the innovation system in market economies runs deeper. It is often suggested that intellectual property is at the center of the market economy's innovation system. But the rewards provided by the patent system do not accord well with social returns. The marginal social return on innovation is making the innovation available sooner than it otherwise would have been. But the patent system gives the (temporary) property right to the first person to discover (or more accurately, to patent) the innovation. For instance, consider the case of the human genome. There was an international effort to map the sequence of human DNA. This ran on track-until some firms decided to try to "beat" the publicly funded project. If they beat Human Genome Project researchers even by one hour, they received all the benefits of monopoly ownership of a gene-even though their marginal social contribution was nil.
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In this case, the benefits from the research motivated by the patent are zero and the cost of the patent system to society is huge. Knowledge is a public good Conceptual Foundations 3D89 and "nonrivalrous." When one person shares a piece of knowledge with another, it does not detract from what the first person knows. Restricting the use of knowledge is inefficient. But the patent system not only restricts the use of knowledge, it also gives the exclusive right to the use of that knowledge to a single party; it creates an artificial monopoly, which distorts resource allocations. In the case of medicines, what is at stake is not only money, but lives themselves. Monopolists may charge a price so high that the poor cannot afford the medicine; thousands, perhaps hundreds of thousands, of individuals may die unnecessarily as a result, especially in the context of an inadequate public health system. As a result of the patent on the gene that indicates a strong likelihood of breast cancer, the owner of the gene insists on a large payment for every test performed. The resulting $3,000 fee puts the test out of the range of anyone without health insurance, and even in the United States, as we have noted, 15 percent of Americans do not have health insurance.
The possibility of dynamic gains is the only justification for the enormous cost of static inefficiency associated with the patent system. But if the intellectual property regime (IPR) is not well designed, the costs will outweigh the benefits. An IPR is defined by a whole set of detailed provisions, which describe what can be patented (or copyrighted), the standards of novelty, the life of the patent, the breadth of the patent, the process by which patents are granted and challenged, and the enforcement mechanism. Indeed, a poorly designed IPR can even stifle innovation, which many worry is happening in America today. The increasing concerns are leading to an active debate about reform; 46 at the very least, those outside the United States should recognize that the mantra of certain corporate leaders and government officials-the stronger the IPR the better-does not reflect the mainstream of thinking among economists and academic intellectual property lawyers (that is, lawyers not in the employ of the corporations that derive so much of their profits from the current regime).
Designing an innovation system for China
Every country must have an IPR-and more broadly, an innovation system-that is appropriate for its own circumstances.
47 A well-designed innovation system consists of a portfolio of instruments, including government-financed research (at universities, specialized laboratories, and even corporations), prizes, and patents. A prize system provides rewards-large prizes for innovations of high social value, such as a cure for a major disease like malaria, small prizes for a me-too medicine-but then the knowledge is made available to anyone who wants to use it (with, perhaps, a licensing fee). 48 The patent system is a prizethe award of a distortionary monopoly power. But while the patent system is designed to restrict the use of knowledge and raise prices, the prize system uses the power of the market economy and competition to ensure the lowest possible prices and the greatest dissemination of the knowledge, so that the benefits of the knowledge are enjoyed by as many people as possible.
China needs to have an innovation system that places greater emphasis on prizes and government-funded research and less emphasis on patents (than does, say, the US system), especially because the innovation needs to be directed toward the broad range of social objectives that were noted earlier.
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Chapters 8 and 9 in this book discuss more fully what an innovation system and IPR regime for China should look like. The most important lesson is that, as China marches toward a market economy, it should be careful not to imitate those parts of the market economy that are badly flawed; at the very least, it should investigate the flaws, discuss how they can be addressed, and look for alternatives.
THE TRANSITION TOWARD ENVIRONMENTAL SUSTAINABILITY
China's growing population and its demands on resources will, inevitably, put enormous strains on the environment, both within China and globally. Addressing these issues will be essential, both for ensuring that growth is sustainable and that the growth that occurs translates into meaningful improvements in wellbeing and living standards. There are several mechanisms by which China can ensure that its growth is environmentally sustainable. First, environmental taxes (carbon taxes, recycling taxes, taxes on the use of commodities) serve double duty: they raise needed revenue while encouraging better use of the environment. It is better to tax bad things (like pollution) than good things (like work). Moreover, such taxes may encourage innovations on how to economize on taxed resources. This is central to creating an "innovation system with Chinese characteristics."
Taxes alone are not likely to suffice. They will need to be complemented by regulations and government investments. Private spending is affected by public infrastructure: a good public transportation system reduces the need for automobiles, which can contribute greatly to pollution.
Some environmental problems are local, but many ecological issues-most notably global warming-affect the entire planet. Global environmental problems can only be addressed on a global scale, though reducing carbon emissions will provide immediate benefits at home, as well as internationally. Because China is now the second largest economy in the world, it can and should play a large role in creating strong frameworks for addressing global environmental problems. It is a large dynamic emerging market, with close ties to the developing world and so can play a particularly constructive role in bridging the gap between developed and developing countries. China can be more sensitive to their concerns because, in some areas, its interests are closely aligned with theirs.
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That China should take an active role is a matter of its own interests. Just as China "harmonized" many of its institutional arrangements with those elsewhere as it joined the WTO, further adjustments will be necessary as the world crafts agreements to address global environmental problems. The extent and nature of those adjustments will, of course, depend on the nature of the agreements. A carbon tax may be institutionally easier for China to implement than a complex carbon market, as well as providing an important source of revenue that could help promote development and reduce the importance of some distortionary Conceptual Foundations revenue-raising schemes (such as land sales). It is important for China to push for a global agreement that at least allows for carbon taxes, rather than a cap-and-trade system. 51 China's avaricious appetite for natural resources, such as timber, indicates potentially significant consequences to its actions, which could have strong negative effects on other countries. One concern is the deforestation of slow-growing hardwood forests, without appropriate replanting programs. China has had an impressive record at reforestation, with 23 percent over 2000-9. 52 But in the rest of the world, China has shown less concern about deforestation. It should demand that all lumber sold in China be "certified" and it should take an active role in international efforts to prevent deforestation by supporting the initiatives begun in Copenhagen and Cancun.
This illustrates a central theme of this book: even as China moves away from central planning to a market economy, it must realize that markets on their own do not necessarily lead to socially desirable outcomes. A system of direct control, which never worked perfectly, must be replaced with a system of indirect control-which won't work perfectly, either. But perfection is not the object. Complex systems of indirect control-involving carrots and sticks, incentives (through the price system, modified by taxes), and regulations are the best way to achieve societal objectives. Nowhere are the undesirable effects of unfettered markets clearer than in the environment, upon which they have had a disastrous effect. The growth that results is not sustainable. The question is not whether there ought to be government intervention, but how the set of interventions should be designed and which institutional arrangements will ensure that the policies are effectively implemented.
LIVABLE CITIES
China is rapidly urbanizing. 53 An increasing fraction of China's population is living in urban areas, and how they are designed will have enormous effects on quality of life, the efficiency of the overall economy, and the environment as China continues to grow. Market forces by themselves will not lead to the creation of livable cities, and there are built-in incentives (both for certain government officials and for private-sector entrepreneurs) for the creation of urban sprawls and the design of urban spaces that are counter to the principles underlying livable cities. It is especially important for governments to take action now, with a clear view of long-term consequences of land usage patterns: the decisions made today (e.g., with respect to the design of road networks) will have consequences for decades to come.
China has moved away from the planning model to a market system, but there may not be sufficient appreciation of the limits of the market. This is especially so in land usage. In most Western countries, city planning is critical-the externalities that naturally arise are too large to be ignored and too complex to be dealt with by a simple price system. (The few cities that have tried to do without planning serve as a reminder of why city planning is so important.) To be sure, zoning can be a source of corruption (both in the design of the plan and in the granting of variations), but there is no alternative to implementing strong policies of and institutions for good governance.
INSTITUTIONAL REFORM
China's Eleventh Five-Year Plan recognized that one of government's main responsibilities is to establish the institutional infrastructure required to make a market economy function well. As we noted in the introductory chapter, every society is governed by a set of implicit and explicit rules (institutions, laws, norms, etc.). Those that work well at one time, in one set of circumstances, may not work well in others. Those appropriate for a closed, planned economy are not suitable for a dynamic, market economy.
Creating good institutions is not easy. It's not even easy to define what a good institution is. Many thought that the Federal Reserve, the US central bank, was a "good" institution; yet, its conduct, governance, and performance have been disappointing. Prior to the reforms of 2010, with the committee responsible for nominating the head of the New York Federal Reserve Bank and the other regional banks, including the heads of the major banks that were rescued, there was a clear conflict of interest. The lack of transparency of the Fed-even to the point of fighting requests from Congress and the press for access to information-has been troubling. After the courts and Congress obtained the information, it became more understandable why the Fed had wanted to keep its secrets: the conflicts of interest that many had worried about were now evident.
In the following discussion, we focus on a few of the areas in which institutions will have to be created or reformed. But before looking at each of the specifics, there are seven general observations. First, China simply can't adopt wholesale the institutions of other countries. To repeat what we have said before: one-size-fits-all policies almost never work and transplanting institutional arrangements (such as America's intellectual property regime) to China would be a mistake. Some adaptation is always required, but in many cases, given the differences in circumstances and objectives, the differences in the appropriate institutional arrangements are so large that it would be a mistake to begin with, say, the American model even as a template. There are not only important differences in circumstances but also in objectives: many of the market economies focus on increasing GDP and have policies and institutional arrangements heavily shaped by special interests; China should pursue broader objectives.
Second, there are a range of approaches taken within different Western countries. Those in the West concerned with broader social objectives in particular are themselves often critical of some of the particular institutional arrangements that have been adopted. To take another example, the US recently reformed its bankruptcy law in ways that may significantly disadvantage those who cannot repay what they owe for reasons beyond their control, such as serious illness. At the very least, it is a contentious change that its opponents believe may increase social distress.
As we have noted, there are many different forms of a market economy; the American model is, in many ways, markedly different from the Scandinavian model, the Continental European model, or the Japanese model. These countries differ in their history, their social context, and their articulated social objectives. The Scandinavian model emphasizes social solidarity and social justice and exhibits more concern for the poor. As we noted earlier, the Scandinavian countries have succeeded in achieving higher levels of performance in terms of broader indicators of societal well-being (such as the UNDP's Human Development Index), while maintaining a high level of innovation, with the penetration of new technologies again scoring toward the top of the list. 54 Third, even in terms of narrower objectives, Western market models often fail, both in growth and stability. In many market economies, we have seen deficiencies in the institutional infrastructure result in scandals, touching on almost every major accounting firm, large fractions of the major investment banks, and many of the major corporations. America's economy was strong enough to withstand the enormous misallocation of resources that resulted; China's may not be; the costs relative to the size of its economy could be greater. The scandals left many without adequate provision for their retirement, while the bubble to which they contributed in turn fed the growing inequality within America. It was not a question of a few rotten apples: The problems were clearly systemic. China needs to avoid these systemic failures.
Fourth, many discussions on institutional design issues (such as those on property rights) are based not on an understanding of the actual features and workings of those institutions in particular Western countries, but on an academic idealization-a version of those institutions that some extreme groups might advocate, but which would never have been adopted in practice. For instance, while some free-market economists have advocated a basically private retirement insurance program, the United States has repeatedly rejected the notion of even partially privatizing its public social security system, most recently following the proposals of President Bush in January 2005 to partially privatize social security. Government provision entails far lower administrative costs, 55 provides insurance against risks (such as inflation) that private markets typically do not provide, and can achieve redistributive objectives (reducing poverty and reducing intergenerational inequality) that are otherwise difficult to realize. 56 Fifth, the details of institutional arrangements are often critical (as the English aphorism has it, "the devil is in the details"). We saw this in our earlier discussion of intellectual property rights. Many of the problems with America's intellectual property regime lie in details-about how intellectual property rights are enforced, the breadth of patents, and how patents are granted. A discussion that simply says, "One should have strong intellectual property rights," doesn't make for much progress.
Sixth, especially because the details are so important, there are often unintended consequences of well-intended policies. In solving one problem, new, unanticipated problems are created.
Seventh, an important aspect of institutional design focuses on duplication and risks of mistakes. In the United States, antitrust oversight resides in the antitrust divisions of the Justice Department, the Federal Trade Commission, and state antitrust authorities. Those injured by anticompetitive behavior can take civil actions with triple damages. (In the area of telecommunications, further oversight is provided by the Federal Communications Commission.) Similarly, there is multiple oversight in banking and securities regulation. There is a cost, but the benefits are far greater because the risk to the economy of institutional failure is enormous. This is particularly of concern in those areas where political influence (including regulatory capture) is likely to occur-clearly areas of concern for both financial market regulation and antitrust oversight.
In the following paragraphs, I comment briefly on several issues that are at the heart of creating the institutional infrastructure for a market economy. Some of the legal issues (such as property rights) are discussed in the previous chapter and elsewhere in this volume, so a discussion of these pivotal institutional issues is omitted here.
Tax policy
China will need additional public revenues to finance its social, environmental, and developmental agenda. Part of its transformation will be toward the service sector, including health and education, two areas for which there will be great demand and which typically entail large public funding.
China clearly could collect a substantially higher fraction of GDP in taxes without adversely affecting growth. Tax In a market economy, tax policies play an important role in resource allocation. Well-designed taxes could help achieve the three objectives that we have discussed in this chapter: (i) protecting the environment and reducing resource utilization; (ii) moving away from export-led growth to growth based on domestic consumption and investment; and (iii) redressing growing inequalities. As noted previously, it is better to tax bad things (e.g., pollution) than good things. There are large costs associated with private cars in congested urban areas, and they should accordingly bear high taxes. The imposition of taxes on carbon emissions could help reduce emissions. Other environmental taxes can encourage recycling and discourage other forms of pollution. Given worries about excessive real-estate investment and speculative bubbles, and given the difficulties of designing administrative measures that deal with these risks effectively, it also makes sense to have high capital gains taxes on real estate and other speculative activities.
The current tax structure may disadvantage services, and shifting from a turnover tax to a value added tax (VAT) would both increase efficiency and encourage the development of this sector.
Another set of distortions that has been widely noted is associated with resources in general and land in particular. Local communities use their control of land as a source of revenue, contributing to excess real-estate development. Enterprises seem driven to reinvest their income, some of which is really implicit rents associated with their control of certain resources, contributing to excess supply. If the central government were to impose high taxes on these rents (or, more directly, to take "ownership" of the resources), and to use some of the revenues thus generated to provide finance to local communities, it would reduce the scope of these distortionary activities. (A 5 percent price-based resources tax on oil and gas produced in Xinjiang was in fact imposed in June 2010.)
Similarly, earlier we noted that China no longer needs to continue to build up its reserves. But increasing its exchange rate would have several adverse effects, including lowering the incomes of farmers. Offsetting the effect of America and Europe's huge agricultural subsidies would divert resources needed for other social and developmental objectives. An export tax (or, at a minimum, eliminating export rebates of VAT) would, by contrast, both reduce the trade gap and generate additional revenues.
Why China shouldn't borrow tax policies from others
Around the world, the IMF has been advocating the adoption of a consumptionbased VAT. There are some distinct advantages of such a tax, but it also has some distinct disadvantages. The consumption-based VAT is oblivious to the environment, regressive (in the usual definition, since individuals with lower incomes consume a larger fraction of their income), and discourages consumption. Thus, while the tax might make sense for economies that are concerned with encouraging savings, it makes little sense for China.
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How tax policy needs to change with changing circumstances
In earlier stages of development, China felt it needed to attract foreign investment; it worried that there was a shortage of entrepreneurs, capital, and technology at home. But this has all changed, and it makes little sense to give foreigners in general preferential tax treatment over domestic entrepreneurs. Indeed, there are arguments to the contrary: spillovers from the expansion of domestic entrepreneurship may be greater, so that some preferences should be given to domestic firms. Moreover, many foreign firms face tax systems in which tax credits are given for foreign taxes paid, so that raising tax rates on foreign firms may have little effect on incentives and would simply constitute a redistribution from foreign governments to China's government. China may not be able to tax foreign firms at a higher rate than domestic firms, but at this stage of its development, except in certain sectors where it might seek the acquisition of technology, it should not tax them at a lower rate.
Equalizing tax rates may not suffice. What matters are the details-provisions, for instance, concerning depreciation and other expenses. Many Western companies are adept at tax avoidance, paying no taxes even though the legislated rate is, say, 25 percent, 30 percent, or higher. Since foreign firms are clever at the use of transfer pricing, China will have to be careful to ensure that they actually pay the taxes that they should.
Financial markets
Financial markets play a key role in any market economy, because of their importance in allocating resources. Financial markets do more than mediate OUP UNCORRECTED PROOF -FIRST PROOF, 25/10/2012, SPi ChapterID: 0001744172 Date:25/10/12 Time:17:13:44 Filepath:d:/womat-filecopy/0001744172.3D96 between savers and investors. They gather and process information, determine who is creditworthy, which investments are most likely to yield high (riskadjusted) returns, and enforce credit contracts. They can also help manage risk. But market failures are endemic when information is imperfect (which it always is), so there is always an important role for government in financial markets. Few today question the necessity of government regulation of banks and securities markets; the only debate is about the form and extent of the regulation. There are a number of reasons, besides the market failures associated with imperfect information, that government regulation is both desirable and necessary. One is the presence of large externalities, so evident in the Great Recession, and earlier, in the East Asia crisis. Bad lending and borrowing practices are often blamed for these crises-but the crises touched everyone in the affected countries, not just the lenders and borrowers.
Government regulation needs to be directed at four objectives: (i) ensuring the safety, soundness, and stability of the financial system, recognizing that many of the economic fluctuations that have marked capitalism since its beginnings are related to problems in the financial system; (ii) protecting consumers (borrowers, investors) against abusive practices-especially important in a context where there are many uninformed and inexperienced investors; (iii) ensuring competition, recognizing that even when there are many financial institutions, the market may be such that there may be limited competition in, say, the supply of loans to SMEs in a particular locale, and that firms often act collusively, either explicitly or tacitly; and (iv) ensuring access to credit, especially for underserved sectors and groups.
In accomplishing these objectives, the government will need to employ a portfolio of instruments, both market-based interventions and administrative measures. For instance, to ensure that banks do not engage in excessively risky lending, riskbased capital adequacy requirements and deposit insurance premiums may be used as part of market-based measures. But unless capital adequacy standards are countercyclical, becoming tighter in booms, they can contribute to economic volatility.
The subject of financial sector regulatory and institutional design is complex. Here, we will look at only four aspects.
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Access to credit
The first is that markets, by themselves, often fail to provide credit (or at least provide an adequate supply of credit at reasonable terms) to certain categories of potential borrowers. That is one of the reasons why even in highly developed financial markets such as the United States, government has intervened in financial markets to promote mortgages, student loans, and credit for SMEs, underserved communities, and rural ventures. The argument for such interventions in China, at its current stage of development, is even more compelling. Increasing the flow of credit in these areas is particularly important if China is to succeed in its objective of reducing the large disparities in income; this is an example of a government action that can enhance both growth and equality-and that may even help the structural adjustment of the economy away from exports.
In the United States (and many other countries), interventions have taken on a number of different forms, and China would probably benefit from using a wide portfolio of instruments: the creation of specialized banks and lending agencies; the imposition of lending requirements to underserved communities and sectors (see the US Community Reinvestment Act requirements); or the provision of partial guarantees or limited subsidies. India has imposed requirements, the effect of which has been to increase branches-and the availability of credit-in rural and more remote areas.
60 (Such requirements, if properly designed, can be made consistent with WTO obligations.) In the absence of such regulations, there is a temptation, especially of foreign banks, to engage in "cream-skimming," providing ample credit for large firms, but little credit for domestic small and medium-sized firms. Indeed, some recent studies suggest that, in many countries, the entry of foreign banks has actually led to an overall decrease in credit to these enterprises.
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Perhaps the most important thing that China should do is to encourage the entry of small and medium-sized local banks. The key to providing credit is information; local banks are more likely to be relatively well informed about local (small and medium-sized) firms.
62 (Of course, China needs simultaneously to develop the capacity to regulate and supervise small and medium-sized banks.)
Risks and rewards of capital and financial market liberalization
The second is to recognize that capital or financial market liberalization may not lead to faster growth, but may contribute to greater economic instability. Even the IMF, in its 2003 study, 63 has recognized that capital market liberalization brought risk without reward to many developing countries. It found the result surprising-contrary to economic "theory"-but it was contrary only to an economic theory based on perfect information and infinitely long-lived individuals. More realistic models, based on imperfect information, 64 are fully consistent with the empirical findings. The implication is clear: China must take extreme care as it liberalizes its financial and capital markets.
Capital and financial market liberalization played an important role spreading the crisis in America's financial markets around the world. In the aftermath of the crisis, unbridled capital flows have given rise to destabilizing currency appreciations. In the spring of 2007, the IMF recognized the desirability of capital account interventions, at least under certain circumstances.
The complexity and risks associated with liberalization mean that to the extent that markets are liberalized, they should be done so gradually. This is especially true because there is a learning process for investors, regulators, and financial firms.
Trade-offs among objectives
The third is to recognize that there may be important trade-offs among various objectives. For instance, one can ensure the safety and soundness of the banking system by requiring banks to hold only short-term government bills; but if that were done, banks would not be able to fulfill one of their main functions, which is providing access to credit.
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Adapting to the evolving Chinese market economy
The fourth is to recognize that the quickly evolving nature of China's economy and financial markets will require adaptable regulatory policies. For instance, as part of its WTO accession agreement, there will be entry of foreign financial firms. Previously, the financial system performed a number of social functions. It may not be possible for some of these to be accomplished through the financial system 66 -and the greater transparency, e.g., of hidden subsidies, may be an ancillary benefit. In other cases, the ways in which these objectives are attained will have to be changed; for instance, in order for there to be adequate access to credit by small and medium-sized firms, regulations, such as the credit requirements discussed earlier, may have to be imposed.
One important aspect of China's evolving market economy is a greater emphasis on domestic consumption. As we noted earlier, one of the reasons that export-led growth played such a critical role in China's earlier development was that it allowed the country's productive capacity to expand more rapidly than its capacity to expand aggregate demand-and one of the reasons for the failure of demand to expand is the failure to develop financial institutions with the capability to judge creditworthiness, i.e., ascertaining which consumers who might gain access to credit would be able or willing to repay. Today, strengthened financial institutions have a greater capacity to provide consumer loans, including mortgages. But China should learn the lesson of other countries: financial institutions sometimes prey on uninformed consumers, charging them exorbitantly high interest rates, and this may be particularly the case in situations where consumers have little experience with debt. Moreover, they often lend beyond an individual's capacity to repay, which can lead to stress on the part of consumers, and, when sufficiently large numbers are unable to repay, stress on the financial system as a whole. China needs strong consumer protection legislation, rigorously enforced, and backed up with a debtor-friendly bankruptcy law that gives lenders greater incentives to engage in due diligence to ensure that borrowers have the capacity to repay.
Other market institutions
There are a host of other institutions required to make markets work. The previous paragraph referred to one set of institutions, bankruptcy laws.
There need to be good regulations not only for banks but also for securities. America's Securities and Exchange Commission and Britain's Financial Regulatory Agency were often thought to be regulatory models, but their performance in recent years has been disappointing. Too often they seemed to suffer from "capture" (sometimes cognitive capture, i.e., viewing the world through the eyes of those whom they were supposed to regulate). The result was that New York State, not the federal government, took on responsibility for much of the enforcement. Part of New York's success was because it had a better legal framework. The Martin Act (New York General Business Law) and the Executive Law are examples of forward-looking legislation that can play an important role (when combined with active enforcement) in creating the environment necessary for capital markets to function. It will never be possible ex ante to specify all of the ways in which businesses may engage in misdeeds, defrauding shareholders or their customers. But it must be possible to enjoin such practices as soon as they become evident and to punish the corporations and their officials who have been involved in perpetrating these economic crimes.
A market economy only delivers the benefits that are promised if there is strong competition. But profits can often be increased most easily by creating a monopoly or weakening competition through the creation of barriers to entry. That is why it is important to have an active and vigilant antitrust authority. Many anticompetitive practices occur at the local level, and so it may be important to also establish local authorities.
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Social insurance
One of the reasons that China has such a high household savings rate is the absence of adequate social insurance;
68 there are inadequacies in the public provision of education, health, and retirement programs. Stronger public support of these programs will help China in its move away from export-led growth and in its attempt to reduce the disparities in well-being among its citizens.
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Designing a good social insurance system is not easy, especially in a highly competitive global economy. As I noted earlier, the Scandinavian countries have shown that providing a strong social insurance program (including a strong public education system) can actually provide a country with a competitive advantage. Competing in the global market place requires a healthy, educated labor force, able to adapt to the fast pace of changes. With risk-taking so essential to success, a strong social safety net-combined with high levels of employment and education-enhances the ability and willingness of individuals to undertake risk. There is much discussion about the virtues of international trade-the gains provided by a larger marketplace. But the economic gains that result from creating a strong national economy are even larger. And a strong national economy requires labor mobility, which in return requires a national social insurance system.
In the past, firms (both in China and elsewhere) were engaged in two separate activities-production and the provision of social services. Competing in the global marketplace requires separating these functions, and that means that the government must undertake an increased role. (As we noted earlier, there are sound economic and social reasons why the provision of at least a basic level of social insurance cannot be left to the market alone.) Fortunately, China's rapid growth means that there should be the resources with which to begin to create a strong, national social insurance program.
Information systems
Well-functioning economies require good information, but there are systematic market failures. Individuals often have incentives not to reveal relevant information, or worse, to provide distorted information.
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Some of this author's recent research has been concerned with information problems that arise within organizations and the public sector.
71 Governments OUP UNCORRECTED PROOF -FIRST PROOF, 25/10/2012, SPi ChapterID: 0001744172 Date:25/10/12 Time:17:13:44 Filepath:d:/womat-filecopy/0001744172.3D100 also need to have good information to make good decisions. There are incentives for government officials not to disclose what is going on, either to citizens or to supervisors. There is, of course, a need to have strong laws to avoid conflicts of interest (just as there is a need for such laws in the private sector). Just as successful private-sector managers have learned that there is a need to have a variety of channels of information, so too does the public sector. A vibrant, responsible media can be one such channel. For it to be effective, it must have access to relevant information, which is why right-to-know laws ("freedom of information acts") are so important.
CONCLUDING COMMENTS
China is a huge country, and pronouncements of policy in Beijing often have to be translated into actions at the local level. The balance of interests and concerns that play out at the national level may play out differently at the local and provincial levels. The environmental issues facing the country may be apparent at the national level, but the need to create jobs may seem more paramount locally. Chapters 15 and 16 and the introduction to Part III highlight the role of decentralization and the relationship between central and local authorities.
As China's economy and society evolve, mechanisms for implementing the national plan and for inducing the achievement of national goals inevitably will change. There may need to be greater reliance on incentives of the kind that are commonly employed in federal systems; e.g., national authorities provide financial incentives, both rewards and punishment, for compliance. The price system itself (e.g., through carbon taxes) can be used to induce better environmental policies. It will be important to develop a national consensus behind the goals and objectives of economic reform, as articulated by each five-year plan, something which the widespread discussion of "the plan" is intended to do.
Ideology and interests
As China goes forward with its transition to a market economy, it will increasingly confront a problem that has confronted market economies elsewhere in the world: the conjoined influence of free-market ideology and interests to shape a market economy that is not in the broad interests of society.
As enterprises grow in influence and wealth, they will try to use political processes to garner more for themselves. They will argue that what they want for themselves is good for the country; they will threaten to move elsewhere or reduce employment if government does not do what they want. They will use these arguments to weaken environmental standards and worker safety protections. And because there is not widespread understanding of economics, such self-serving arguments often prevail, or at least provide sufficient cover for actions that are counter to the general interest.
The tax code of the United States is riddled with provisions that make no economic sense; they are there because of the influence of special interests. The United States is contributing enormously to greenhouse gas emissions, which lead to global warming; its energy profligacy has made America dependent on foreign oil. There are countries with just as high a standard of living that are using half as much energy per capita as the United States. A carbon tax (or an energy tax) would actually increase overall efficiency. But America's energy industry has used its political influence to keep energy taxes low. Similarly, America's huge farm subsidies-$3 to $4 billion to 25,000 rich cotton farmers-are bad for the environment, costly to taxpayers, and impose enormous costs on developing countries as they contribute to the impoverishment of some 10 million farmers in Africa alone. These policies do not represent good economics, nor are they consistent with any sense of social values or priorities-they are the consequence of the workings of special interests.
China, as it moves toward a market economy, needs to be on guard against the role of these special interests. Already, some have suggested that such influences are in evidence in some of its policies. If China succeeds in creating a market economy in which these have at the most very limited sway, China will truly have created a market economy with Chinese characteristics.
No idea has had more influence in economics than Adam Smith's invisible hand, the belief that the best way to achieve economic efficiency is unfettered markets. Understanding the circumstances under which that might be true has been the most important quest in economic science over the past two and a quarter centuries, and the success in analyzing systems of the complexity of the modern economy should be viewed as one of the greatest achievements. Like any such achievement in science, it is the result of the cumulative efforts of scholars and researchers. Arrow (1951) and Debreu (1959) showed, for instance, in the mid-1950s that free and unfettered markets lead to economic efficiency only under highly restrictive conditions, and their proofs of the efficiency of markets provided insights into why markets so often fail. 73 Through the work of a host of scholars (to which this author's work on asymmetric and imperfect information and incomplete markets contributed), as well as an array of historical experiences, we know the problems of unfettered markets, and we know that every successful economy has been based on an appropriate balance between the market and government. As I noted earlier, governments play an especially important role in innovation, in providing safety nets, and in maintaining a "harmonious" society, one in which the ethics of social justice and social solidarity are in evidence.
China will be facing some of its most important decisions as it establishes the rules of the game, the institutions that will not only guide it as it makes its next steps, but that also will serve to "govern" the market economy. The debate over these rules will be contentious. There will be those that come forward with selfserving arguments for why it is best to minimize regulations or to have no regulations. And they will come armed with stories illustrating the dangers of excessive regulation. Still, there are two basic propositions that should guide China's policies going forward:
There is no theoretical basis for the contention that unfettered markets lead to economic efficiency. The rejection of that contention has been one of the great achievements of economic science during the past half century. And the experiences leading up to the Great Recession have, if anything, bolstered these theoretical conclusions.
Every successful market economy has been based on achieving an appropriate balance between the market and government.
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Many years ago, China set forth on its course of "crossing the river by feeling the stones." It has moved far into the river, and it has felt many stones. It has achieved enormous successes, and yet it faces enormous challenges. China is still a lowincome country. In spite of its remarkable successes, even in purchasing power parity, per capita income is only around a seventh of that of the United States.
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Now that China has gone more than halfway across the river, the other side is clearer: there are many different forms of market economy-many different places to land on the bank. China can see that its choices will make a great deal of difference in the directions it takes. The kind of market economy it chooses will affect the society it creates.
Even as China crosses the river by feeling the stones, creating a market that is consistent with China's distinct circumstances and objectives will require a "New Economic Model." China's circumstances have changed, which necessitates a different model than that which girds its past successes-and because China's circumstances are different from that of other countries, the model for China inevitably needs to be different as well.
As China continues the journey, as it takes its next steps in crossing the river, it a needs to avoid the pitfalls that have befallen others. To achieve its economic and social goals will require clarity of vision and values about the kind of market economy that it wants. Its past success in balancing vision with pragmatic flexibility and its attention to "social harmony" augurs well for its future. 24. An example is China's use of the dual price system in the transition from the prices that prevailed under planning to more market-based prices. 25. Greenwald and Stiglitz (2006) . 26. This is particularly true because the financial sector in China is dominated by the four big state banks. Only about 1 percent of the firms in China, mainly the large firms, have borrowed money from banks. Due to the underdevelopment of small and mediumsized banks (which typically provide credit to local, small, and medium-sized firms), SMEs and family farms often do not receive financial services from banks and finance their investment through their own savings, contributing to China's high savings rate. 27. It is even more peculiar to think of China having helped finance America's huge fiscal deficit, arising partly from the Iraq War and partly from the tax cut for the richest people in the richest country in the world. 28. I would argue, accordingly, that Korean Chaebols should not be a model of China's business organization. 29. Although it will still be important for China to guard itself against abusive lending practices, and to adopt bankruptcy laws that do not reward financial institutions for making bad loans. There is concern that changes in bankruptcy law in the United States during the (second) Bush Administration did just that and are contributing to stresses among lower and middle-income individuals, who already face problems of stagnant incomes. These problems have been compounded by the fact that some 46.7 million Americans do not have health insurance; some studies suggest that a significant fraction of individuals who are forced into personal bankruptcy have confronted major medical expenses. For example, one study found that 62.1 percent of bankruptcies in the United States in 2007 were associated with medical spending. There are important lessons from these experiences for China. See Himmelstein, Thorne, Warren, and Woolhandler (2009) . For health insurance statistics, see US Centers for Disease Control and Prevention (2009) .
China is also expanding uncollateralized consumer debt, e.g. credit cards. The experience of Korea provides a cautionary note, which Chinese regulators say they have taken into account. 30. This is especially important if China is to avoid the real-estate bubbles that have characterized most capitalist economies and that have resulted in such high levels of macroeconomic instability. 31. One must be wary of these numbers. Some analysts argue that it represents a gross overestimate of the "true" trade surplus, because a portion, possibly a substantial portion, of the sharp increase in trade surplus is due to overinvoicing exports and underinvoicing imports by the trading companies for the purpose of gaining from the anticipated RMB revaluation. Two ways to discourage this practice is for the Chinese government to make it clear that the appreciation will not exceed, say 3-4 percent per year and for capital gains taxes to be imposed, at high rates, especially on short-term capital gains associated with currency appreciation. No country has succeeded in establishing a fundamentally private health care system that is efficient and provides adequate care for the poor. America has among the most privatized health care systems of the advanced industrial countries; health care expenditure as a percentage of GDP is the highest in the world, and health care outcomes are far poorer than those in other advanced industrial countries of comparable income. Standard theories of asymmetric information (particularly focusing on adverse selection) explain why private provision of health care insurance is inefficient, marked in particular by high transaction costs. Some of the recent "reforms" encouraging private insurance have exacerbated problems of "cream-skimming," and are probably contributing to the increasing problems of lack of coverage. 35. See Wei and Zhang (2009) . 36. In 2009, household income was 29 percent of GDP in China, 63 percent in Japan, and 57 percent in India. 37. As always, there is some debate about the numbers. Some argue that GDP and savings are both overstated, because included in real-estate investment is the value of land (there are often large capital gains associated with real-estate developments; value of the capital gain on the land should be treated as a transfer payment, but typically is not). Others argue that there is underreporting of services; an earlier correction led to a marked decrease in the savings ratio; some argue that there is still some underreporting. Finally, some believe that there is overreporting of exports and underreporting of imports, as part of circumvention of short-term capital controls. In this view, a substantial part of the current account surplus is speculative capital flows. Taking this into account would again lower the domestic savings rate. 38. See Feldstein (2007) . 39. This shift might even make matters worse for the US and for global stability, since it would make the problem of financing the US trade deficit more difficult. 40. It will, in particular, come under pressure both to appreciate its exchange rate and to make its exchange rate more flexible. There is often a confusion between allowing "more flexibility" and "capital market liberalization." The latter has proved particularly problematic, and China has been well served by avoiding the extremes. There are large costs associated with the high volatility of exchange rates, especially in regimes with liberalized capital accounts. Elsewhere, we have argued for the advantages of an export tax, which has similar effects on the trade surplus, but has the further advantage of generating revenue while avoiding the adverse effects on the rural sector (see next note). 41. For an extended discussion of the advantages of export taxes over exchange rate revaluation, see Lau and Stiglitz (2005) .
42. Even within the advanced industrial countries, there are huge disparities between best and average practices, implying there is typically considerable scope for increases in overall efficiency. 43. In that sense, even a country's safety net can be thought of as part of its innovation system: it reduces the downside risk of failure. Some argue that the strong safety nets in the Scandinavian countries are part of the reason for those countries' high level of innovation. 44. Environmental taxes are called corrective taxes, which raise revenue as they enhance economic efficiency. A carbon tax would have, in addition, further important advantages. An international agreement on carbon taxes could, moreover, break the international impasse on what to do about global warming. The scientific evidence about the risks of this impending calamity has been mounting. The Stern Report (UK) made a convincing case that the economic benefits-taking into account all the risks-of doing something to mitigate the risks outweighed the costs. The Kyoto Protocol was based on emission targets determined on the basis of reductions from the 1990 levels of emissions. Unfortunately, no one has come up with a set of principles to guide the determination of emission target levels in a fair and equitable way, one acceptable to both developing countries and the US. Because the distributional consequences of a common policy, in which each country agrees to impose a carbon tax at rates reflecting the agreed-upon global social cost of carbon emissions, are much more limited, there may be some hope of a global agreement. (With each country keeping the revenue from its own carbon tax, the distributional consequences arise from the differences in the deadweight losses associated with the imposition of the carbon tax relative to the imposition of alternative taxes. In many cases, the switch toward a carbon tax would actually be welfare-enhancing. The social cost is measured by the difference in the Harberger triangles, and the differences in the social cost are related to the differences in these differences, which are likely to be small.) 45. Interestingly, some countries refused to grant patents for genes-just as mathematical theorems are not patentable. A US federal court ruled in 2010 against the giving of a patent for the genes linked to breast and ovarian cancers. See Schwartz and Pollack (2010) . 46. There are several reasons why a poorly designed patent system may impede the pace of innovation. By making knowledge less accessible, the pace of innovation will be reduced. (This can be partially mitigated by disclosure requirements; interestingly, some advocates of strong intellectual property rights have argued that disclosure violates their rights. But all rights are associated with responsibilities, and a responsibility long associated with good intellectual property regimes is full disclosure.) Another reason is that intellectual property can lead to increased monopolization, and it has long been recognized that monopolies have less incentive to innovate than competitive markets. The ability of a monopolist like Microsoft to squash successful innovators (like Netscape, which innovated in the area of browsers, and RealNetwork, which innovated in the area of media players) almost surely has an enervating effect on innovation-another reason why countries need strong antitrust laws. A third problem arises from "patent thickets," when innovators face uncertainties that their innovation will trespass on the intellectual property of others. 47. The fact that there is no single best IP system is exhibited by the conflicts of views over the use of labeling, with many European countries arguing for tight protection of the use of labeling (e.g., of names like Parma ham) and the US, which more often copies these labels from other countries, arguing on the other side. For China, the development of strong trademark protection is important in providing incentives for the development of brand name reputations associated with the production of high-quality goods.
48. The prize system works best when there are well-defined objectives-a cure for a disease, a light long-lived car battery, a more fuel-efficient engine. The Royal Society of Arts in the UK has long advocated-and used-prizes for stimulating innovation. 49. For a fuller discussion of the prize system, and the problems with the patent system, see my 2006 book, Making Globalization Work, chapter 5. 50. China should, for instance, support the initiative of the Rainforest Countries to avoid deforestation. This will provide developing countries, whose forests play such an important role not only in avoiding global warming but also in preserving biodiversity, both incentives and funds with which simultaneously to pursue sound environmental policies and aggressive growth policies. 51. On the other hand, China could benefit from the sale of carbon offsets. . 54. There is broad consensus within these countries about the desirability of their model, though, as usual, there are differences in views concerning "fine tuning" of the system. Thus, the recently elected government in Sweden has called for some reduction in social benefits-but even with those reductions, the level of social protection will be far stronger than, say, that of the United States. 55. These "transaction costs," of course, provide much of the motivation: they represent an important source of income to financial markets. 56. See, e.g., Orszag and Stiglitz (2001) . In the aftermath of the financial crisis, there is widespread agreement that the effects on the elderly would have been even worse had social security been privatized. 57. Of course, the money has to be spent well. The Scandinavian countries showed that this could be done. 58. There are important administrative issues concerning point of collection, which I will not address here. 59. For a discussion of the implications of imperfect information for monetary and banking regulatory policy, see Stiglitz and Greenwald (2003) , Hellmann, Murdock, and Stiglitz (1996, 2000) , Stiglitz (2001) , and Honohan and Stiglitz (2001) . For discussions focusing on these issues in the context of developing countries, see Uy and Stiglitz (1996) and Stiglitz (1994 Stiglitz ( , 2004 Stiglitz ( , 2006 . For a more up-to-date discussion of regulation (including financial market regulation) in the context of market failure, see Stiglitz (2009) . 60. Han Linghui and Denise Hare have argued that the reduction in branches in rural China has had a significant negative impact on credit availability to rural households, and that this in turn has had adverse effects on rural entrepreneurship and self-employment. See Linghui and Hare (2010) . For evidence in the context of other countries, see Kochar (1997) , Burgess and Pande (2005) , and Dupas and Robinson (2009) . 61. See, for example, Rashid (2011) . 62. Stiglitz and Greenwald (2003) . 63. Prasad, Rogoff, Wei, and Kose (2003) . These results were confirmed by its later 2006 study. 64. And individuals with finite lives. See, e.g., Stiglitz (2004) . For a discussion of why financial market liberalization may not be desirable, see, e.g., Stiglitz and Greenwald (2003) . For broader policy discussions of capital market liberalization, see Stiglitz (2000 Stiglitz ( , 2002a , and for theoretical analyses why excessive integration may exacerbate problems of contagion, see Stiglitz (2010a Stiglitz ( , 2010b . 65. There is an interesting debate within the economics profession: can one create specialized nondepository institutions that could provide loans to SMEs? 66. For instance, subsidizing loss-making state-owned enterprises. 67. This list is by no means exhaustive. Later chapters in this book deal, for instance, with the problem of corporate governance. 68. It is, however, far from the most important reason, because the real reason that national savings are so high has to do with high corporate and public savings, not high household savings. For example, China's household savings in 2005 were 16 percent of GDP (and even at their peak, in 1996, they were only 20 percent of GDP), whereas India's were 22 percent. In 2009 China's household savings were 76 percent of GDP, and were 69 percent and 65 percent in 2008 and 2007 respectively (National Bureau of Statistics of China). What makes China's saving rate so high is corporate saving, which is more than 20 percent of GDP. Still, China's household savings rate-at 38 percentis among the highest in the world. 69. Better private insurance would also reduce the need for precautionary savings; but especially in the area of health, there cannot be reliance on private insurance, which will devote excessive efforts to "cream-skimming," resulting in high transactions costs and large distortions. 70. Much of my theoretical work has been devoted to understanding the problems that imperfect information poses for the functioning of a modern economy. I have stressed the importance of good accounting systems, as well as the dangers posed by certain conflicts of interest (as well as the perverse incentives to which stock option systems may give rise). See, for instance, my Nobel Lecture (Stiglitz 2002b ). An abbreviated version is available in American Economic Review, 92/3: 460-501. My book Roaring Nineties (2003) provided a popular account of how these information imperfections had led to the bubble of the 1990s, and its subsequent crashing, at such cost to the American economy. 71. See, for instance, Stiglitz (2003b) . 72. The press also, of course, must be responsible; designing appropriate libel laws is important. Unfortunately, such laws have often been abused, and in some countries have vitiated the benefits that would come from an active and vibrant press. 73. Work in subsequent decades attempted to show that there were other conditions in which markets might be efficient. These attempts have, by and large failed: the conditions under which markets are in general efficient are now known to be highly restrictive. 74. To be sure, countries have survived short periods in which that balance has been lost; but as that balance gets lost, and the consequences become evident, corrections are set in motion. 75. China's Gross Domestic Product in 2010 based on purchasing power parity (PPP) per capita GDP is 8289 vs US 48666. Source: International Monetary Fund, World Economic Outlook Database, April 2011.
